
INTRASTATE TOLL
APPLICANTS

Paradigm Communications corporation d/b/a 401 Wilshire Blvd., 9th FL, Santa Monica, CA
286 Global Communications Network 90401 (407) 740-8575 97-10-22 pending p-- ---- --_._--- - --'-- -_._---- _.•._~--_._--~~

P.-o. Box 14062, Ft. Fauderdale, FL--33302 (954) 764-5093 pending287 Parcel Consultants, Inc. 96-08-07 p---- -- ----_. "---- ------_.

288 Pride America, Inc. 5403 Ashton Court, Sarasota, FL 34233 (941) 924-5096 98·01·17 pending p._-- - ----.- ...•__._------_ ... _--------- --

10175 Slater Avenue, Suite 200, Fountain
289 Provid~_'"!-~~q~p, LLC._ Valley, CA 92708 (714) 378-2841 96-12-18 pending p
~-- ---------

8829 Bond Street, Overland Park, KS 66214 (913) 492-1230 pending290 QCC, Inc. 96-02-17 p---_._._-- --- _.._------------_ ....•

1 Blue Hill Plaza, Pearl River, NY 10965291 Quintelco, Inc. (914) 620-1212 97-10-16 pending p
i- -----._--- - - ----_.-------

169 EAB Plaza, West Tower, 8th Floor,
292 RSL COM U.S.A. Uniondale, NY 11556 (516) 465-7000 97-03-19 _pending p
-- ---- -- ---

5440 SW Westgate Drive, Suite 217, Portland,
293 SrJ1~rt§top, Inc. OR 97221 (503) 672-5160 98-01-04 pending p
.. _-.__. ..

1651 North ColITns Slvd., Suite 220, Richardson,-
294 Southwestern Bell TX 75080 (972) 497-0152 97-03-20 pending p
.-f-c. .- .---. ..._-_. _. -----

295 Speer Virtual Mejia, !-!~. 3201 Dickerson Pike, Nashville, TN 37207 (615) 650-6600 97-07-23 pending p
296 ST Long Di~!~nce, Inc. 5534 Bee Ridge Road, Sarasota, FL 34233 (941) 378-3532 97-04-15 pending p

----
223 East De La Guerra Street, Santa Barbara,

297 STAR Communications, Inc. CA 93101 (805) 899-1962 97-08-16 pending E...
298

_._-~-- _.. -.. -----_._-_... .--- --_ .. _-----------.__ .-- -"------~_._-
..__..-

Strategic Telecom Syst(3Ill5...I~~ __. 6420 Baum Drive, Knoxville, TN 37919 (423) 584·4460 97-05-11 pending p-i-

1

299 TELCO Partners, Inc. 900 Commercia Building, Kalamazoo, MI 49007 (888) 305-3141 97-05-14 pending p
_._------ .. _--_ .... - ----

5835 NE 22nd Ave., Suite 155, Portland, OR
300 Telecard Services International, Inc. 97220 (503) 256-5280 96-10-24 .2~r:'..dJI1.~ _£..

....•. -
l'-eleCommu-nlatio-ns Systems, Inc. d/b/a- TCS 275 WesTStree[Suite 40o.-Annapolis, MD

301 Network 21401 (410) 263-7616 95-12-11 pending p
- ----

TeLeHub Netwod<SerV]ces·Co!p()ration
-----

!~016 Carmel Bay Drive, Northport AL 35475 (205) 330-1701 pending302 97-11-20 P
3575 W. Lake Mary Blvd., Suite 107, Lake Mary,

303 Telephone Company of Central Florida FL 32746 f'!.Q!1 328-5002. 97-12-11 .pending_ _e..
....

B065 LeesburgPike,Suite400,Vienna.;\!.A:·· .
-- _.~

304 Teligen~, Inc. 22182 (703) 762-5100 97-12-24 pending p
----------

21 N. CharlesT,ndberg Drive, Salt Lake City, UT
305 TeUrust Communications Services, Inc. 84116 (801) 535-2000 97-06-25 pending p

the MmennIum Group Telemanagement, 165 Bishops Way, Suite 149, Brookfield, WI
.-

306 LLC 53005 (414) 860-4300 97-10-19 pending p
.- ----- -----------

475 Metroplex Drive, Suite 106, Nashville, TN
307 United Services Telephone, LLC 37211 ! (615) 833-4797 97-08-03 pending p
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INTRASTATE TOLL
APPLICANTS

(803) 458-7302 j _

(913) 341-8888

__ 96-05-1~_f-P-e!ldin~.j~
97-09-41 __ y--,

Q7-0q-30 I pendin~ I~
97-07-01 I pendin _.2-

97-1116 pendin p
96-09-12 revoked r

,~'- t-

94-10-22 revoked I r._--

Q3-08-15 revoked I r

Ql;-()R-~3 denied I r

?Q8jUni"E~rsal Telecorn, Inc.
309 USBG, Inc.

- ,~-_. __. __ .-

3141 Americonnect, Inc.
- .~_._- ---_ .._- ---------- ----.

312/worldTouch Communications, Inc.
313 America's Choice Cc)mmunicatiOnS, Inc.

-- ---- ----_.-- '- ..._".-- ---- ._--_._---~-------

60 Taugwonk Spur #53, Stonington, CT 06378 1(860) 535-4100
6750 W 93rd ST, Suite 110, Overland Park, KS
66212

---'430 WoodruffRd:, Suite 450, Greenville, SC

.315/ C;;~e()rC:ll~T_~lE3rTl~f1agE3mentGroup, Inc. ---J.--:-2-=-96::-:0:c-7~~_
4635 Southwest Freeway, Suite 800, Houston,

3161DNS Communicarion.~~ln~. --J!~_27027__. ._. . t------id -- -- - 1-- I

10777 Sunset Office Drive, Suite 20, Sunset
Hills, MO 63127 .. . . ... . .. . ... J@_14) 984-5090

___.~601 West 120th Street, Alsap, IL 60658 .._. J~08) 389-3200.
10 S. Riverside Plaza, Suite 401, Chicago, IL

310jUSN Communications Northeast, Inc.J?0606 .. (800) 887-6861 _. _
,_~1I Yocallfom~~ni£~ti~risCorp.==. -j.?84 Sheffield Street, Mountainside, NJ 07092 (908) 301-0090 1-------4-

1144 N. Plano Road, Suite 140, Richardson, TX
75081 1(972) 994-9900

94-06-04 Iwithdrawn I w

(617) 286-6000 ~. 93-09-1~j revoked 1-""_

1(503) 635-4588

_-+(908) 409-300Q...--1_ ....~

revoked-
merge!-

-----. -- - -------~" --- -.-- 94-01-07 JWorldCom L!:
~_.

6/28/95
Revoked

94-08-27.--.1 5/16/96 I r
11/21/95
Revoked

00-04-16 1_5/8/96 I~
93-07-08 I revoked r:.-

95-01-12 I revoked r
--

04-06-60 __I_ 6/20/97 r

95-06-16 9/10/97 r

1155WillowBrookBoulevard,Wayne,NJ 07470j(201) 256-1600_--1 _. _
1050 North State Street, Suite 201, Chicago, IL
6061.~ . ----!(312) 654-7112

300 Ocean Avenue, 4th Floor, Revere, MA
02151--.- ----1 .--.----- -.--
340 Oswego Pointe Dr., Suite 100, Lake
Oswego, OR 97034

321II!l!JI~t Telc().!!', Inc.

1850 Centennial Park Drive, Suite 530, Reston,
?1~Ke'i~t()ne Long q!sta~e~l~c. .__ ~VA 22091_. . !(703)J15-531L

1
_

3221Value Tel, Inc.
WorldCorTl;-Tnc. tTk.7aMIdAmerican
Communications Corporation d/b/a LDDS

3231 Metromedia Communications

3241 AIS Telecommunications Services, Inc.

1~1_9jl'Ja.ti~f1.all~~e.e.~n~ent Carrier Exchange, Inc 6 West Main Street, Freehold, NJ 07728
Pennsylvania Alternative Communications, 218 South Maple Avenue, Greensburg, PA

320 Iln.c:_jP~CE:l . . 15601 ._~i~12) 8365800---+__-_-_- _
Shared Technologies Fairchild, Inc., f/k/a

}211 Fairchil~ 1n.9_':J.~r~s ._~ . 300 West Service Road, Chantilly, VA 22021
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INTRASTATE TOLL
APPLICANTS

w

94-01-09

93-08-17

94-01-32---

(201) 327-0200 I 94-09-08._' withdrawn~

(800} 808-7638_L_ 93-08-06

I' - - - I
. - --- - - -- -~ -- withdrawn w

, - . - -
withdrawn w

- withdrawn w
I' I ----t-

~\•.. , ._- .- •. - I - . _. -- I withdrawn I w

withdrawn I w

"
I -----1--

withrlrawnl 'N..
withdrew
7/8/96-

insolvent I w---

(ithdrawnl w

withdrawn
Decision

--=-=- --=--: __ 1_~/13/94 W

-. - - - . - ._- I~- : -:- ~ -, - . n_ I
_ __ w •• withdrawn w

- - -- withdrawn w
-

withdrawn w
._- --- --- ---- 8/26/97 w

5132 West Washington Street, SpringfiJed, IL
62707-9292 (217) 793-7101
2030 PowersFerrY Road,S-uite 500, Atlanta, GA
30339 (404) 859-9020_. -.-- .~-~.__. -+--._~---

127 Washington Ave., 5th FL, North Haven, CT
06473

9697 East Mineral Ave., Englewood, CO 80112 I(~m\ 7q?-q1 1:111 I 1:111-01-?R
12400 Whitewater Dr., Suite 2010, Minnetoka,
MN 55343 1(612\ 945-2300

-- -I .. --
5850 West Las Positas Boulevard. Pleasanton,

___.CA 94588 ~ _.__J~10) 468-5000 __L 97-03-24 ~.:.. . -'-'--j

325/American Long Lines, Inc.
326 Ame.r:~all .rl:}1 E3!roll iC5..!:.0!1J1 LJistance ,l':".(;~

3341Jones Lig.tJ..twalJ~ ()!.Stamford, lnc,__. __

3351!'Jlil!!.ary ~()In_rn~ic~ion~ Center, Inc.

3361 Pacific Bell Communications

3371!:~:~~i~rBi/ling Serv~_es, Inc.

410 Horsham Road, Horsham, PA 19044 r215) 442-9608 96-05-23 IWithdrawnl~
70WMadis.~n:-Suites500.Chrcago-:ti.60602~ . (312)-372=7575- .- 93-12-31 =: withdrawn~--t
1249 Washington Blvd., Suite 2015, Detroit, MI

3~!Caribbean Telephone and Telegraph, Inc. 48226 (313) 964-4340 95-06-01 w
3~~ICo·mmunications, lnc, 1933 Oceanview Drive, Terra Verde, FL 33715 (813) 867-2054 96-05-17 Wi

DialAmerica Marketing, Inc. d/b/a
~?~!DiaIAm~ric~QelhJla_r_____ 960 MacArthur Boulevard, Mahwah, NJ 07495

Fairfield County Telephone Corporation d/b/a CPCN withdrawn because Fairfield merged with
3301 Fairfield Telephone Company MIDCOM

-.--..---. -..--.---.-------- 5757 West Century Boulevard, Suite 400, Los

?31 GE C~pital Bes~!'!1, L.P_. ._____ Angeles, CA 90045 11310) 410-0244 I Q5-ml-OQ
332 International Telemanagment Group, Inc. 206 East Market Street, Lima, UH 4tltiU2 t I 94-05-02
333 Interstafu. S~~Jnj}~!jnc. .__=___-·--· .1015 18th St., N.W., WashinQton. DC 20036 (202) 638-0700 95-08-03

3381 RealCom Office Communications, Inc.
---_.----- ---- -.-_._------ -------------

3391SNET America, Inc
Centre Square~-1500 Market-Street, 12th·Floor,·

340Wuntel North America, Inc, East Tower, Philedelphi~. PA Hl10? U?1Fi) R7!1-1.11M I Q~-n7-1.t1

1341 !~'eDeb~~Jiml~~ Partners.b~ =1453 Tallevast Roaa, ~arasota, rL J4i::':4J j(941} Jo9-JUtio I 9J-Ul-17
3550 Biscayne Boulevard, Suite 705, Miami, FL

3~jTouchtone Network, Inc. 36502 1(305) 576-6166 ~ 94-10-10
_~~Tra~~1 £,h().':".e.fardQ£>mmunications, Inc. 443 Park Avenue South, New York, NY 10016 1(::>12) AAQ-OAOO I 96-04-1::> I 1---\

~~~ IllS .9_rl.eC:0rt1m.u..!1~~Clti()£1~.ServicesC.orp..:
3451ATX Telecommunications Services

5400 LBJ Freeway, Suite 700, Dallas, TX 75240 (972) 376-8500
-'50 MonumentRoa~BalaCynWyd, PA 19004 (610) 668-3000

_97-03~08 _Iwithdr~

95-10-23 lapp rej. I x

172/18/98



INTRASTATE TOLL
APPLICANTS

346 .conquest Operator S~f'\I~.E:!~ (;9rp--"- ___ 5500 Frantz Rd, Suite 125, Dublin, OH 43017 (614) 764-2933 93-03-03 pstpd ind )(
---"------ ----_~_------- .- .

17 East 45th Street, Suite 815, New York, denied
347 F~~~~ated Tel~Ehone .<:;()f!lRany, 111~_____ NY10017 (212) 968-2218 94-06-44 9/13/95 x----_.-

docket
348 Global Teleeommunieations Solutions, Inc. 40 Elmont Road, Elmont, NY 11003 (516) 326-1940 95-12-22 closed x

_~_._._ .._. __ .. _ _ _ ___ ···· ___ • ____·~__·r __ • _._._ ._-. --_._--. _. __~ - --
app ng

300 Broadacres Drive, P. O. Box 8000, closed
349 Mi~~,:,m R~~~F:>rieiI1Q,.I~ ______________ ~_ Bloomfield, NJ 07003 95-11-11 1/31/96 x

6950 SW Hampton, Suite 200, Togard, OR
---

dopcket
350 Northwest Communications, Inc. 97005 (503) 641-5169 96-04-10 closed x
-_~

tolarNational telecommunications, Inc.
_._--_ ..- ---

denied
351 d/b/a Total World Netcom (713) 308-1000 96-03-08 5/28/97 x-- ------ ~ ---------~---

---_.__ ~- -.----------- ~_---- ---- .

822 The Pittoek Building, 921 SW Washington, denied
352 U.S. Teleom Group, Inc. Portland, OR 92705-2827 1(503) 227-6222 95-08-15 1/4/96 x
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Item 7. Financial Statements and Exhibits

On April 1, 1997, SBC Communications Inc. (SBC) and Pacific Telesis Group (pAC) completed
the merger of an SBC subsidiary with PAC, in a transaction in which each share of PAC common
stock was exchanged for 0.73145 of a share of SBC common stock (equivalent to approximately
313 million shares). With the merger, PAC became a wholly-owned subsidiary of SBC.

SBC presents herein audited consolidated fmancial statements of SBC to reflect the business
combination of SBC and PAC. This report includes the consolidated balance sheets of SBC
Communications Inc. (SBC) as of December 31,1996 and 1995, and the related consolidated
statements of income, shareowners' equity and cash flows for each of the three years in the period
ended December 31,1996.

(a) SUPPLEMENTAL CONSOUDATED FINANCIAL STATEMENTS OF SBC
COMMUNICATIONS INC. AND PACIFIC TELESIS GROUP

The following audited supplemental consolidated fmandal statements and notes thereto
are presented with the merger accounted for as a "pooling of interests." Under this
method of accounting, SBC restates its consolidated financial statements to include the
assets, liabilities, shareowners' equity and results of operations of PAC. These are
supplemental consolidated financial statements which will become the historical
consolidated fmancial statements of SBC upon issuance of financial statements for the
quarter ending June 30, 1997.

The following audited supplemental consolidated fmancial statements have been prepared
using the exchange ratio of 0.73145:
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Selected Financial and Operating Data
Dollars in millions except per share amounts

At December 31 or for the year ended: 1996 1995 1994 1993 1992
FiDaDclaI Data

3,189 $ 2,958 $ 2,777 $ 1,589 $
3,279 $ (3,064) $ 2.800 $ (2,474) $

208

2,455
2,424

1,161

4,244
1,036

19,258
15,014

$
$

$
$
$
$

658
250

3,007
1,005

20,084
17,077

$ 935 $
$ 4,950 $

$ 226 $
$ 1.448 $

$ 21,006 $
$ 16.056 $

120
957

1,519

5,120

21,712
16,592

$
$

$ 1,960 $

$ 8U $
$ 207 $

$ 5,836 $
$ 17,650 $
$ 23,486 $

Net income (loss)

Income from continuing operations before
extraordinary loss and cumulative effect of

accounting changes 1

Interest expense
Equity in net income of affiliates
Income taxes

Operating revenues

Operating income
Operating expenses

19.51

2.74
2.71

3,969
2,452

4.06

1.46

45,588
10,923

43.32%
14.24%

$
$

$
$

$

$

$

$

1.51

1.76

2.91

4,021

(2.74)

2,147

16.69

47,695
10,588

21.23%
45.30%

5.01
24.97%
48.57%

$ 14.58 $
$ 1.58 $

$ 10,746 $
$ 3,981 $
$ 2,952 $

$ 3.04 $

$ 46,113 $
$ 3.07 $

9.15
5.24

1.65

3.22
(3.33)

4,338
2,452

37,112

23.97%
61.73%

5.34
33.73%
55.49%

$ 10.56 $
$ 1.72 $
$ 1,935 $

$ 10,930 $
$ 39,485 $

$ 5,481 $

$ 3.46 $
$ 3.56 $

Return on weighted average shareowners' equity 5
Debt ratio 4

Ratio of earnings to fixed charges

Construction and capital expenditures
Free cash flow i

Long-term debt

Dividends declared per common share 3

Book value per common share 4

Net income Qoss)

Total assets

Earnings per common share:
Income from continuing operations before

extraordinary loss and cumulative effect of
accounting changes 1

Operating Data·
EBITDA b $ 9,945 $ 9,154 $ 8,774 $ 6,750 $ 7,796
Network access lines in service (000) 31,370 29,989 28,918
Access minutes of use (000,000) 123,303 112,874 100,800
Wireless customers (000) 4,433 3.672 2,992
Number of employees 109,870 108,189 110,390

28,018
93,877

2,049
113,755

27,275
88,035

1,413
116,523

-Operating data may be periodically revised to reflect the most current information available.

I 1996. Change in directory accounting; 1995, DiscoDtinuance of Regulatory Accounting; 1994-1992, Income (loss) from spun-off operations;
1Dd1993, Early Extinguishment of Debt and Cumulative Effect of Changes in Accounting Principles.

2 Free cash flow is net cash provided by operating activities less construCtion and capital expenditures.
3 Dividends declared by SBC's Board of Directors; these amounts do not include dividends declared and paid by PAC prior to the merger.
4 Slweowners' equity used in book value per common shan: and debt ratio calculatiollS includes extraordinary loss and cbanges in acc:ounIiDg principles.
s Calc:u1aled using income before extraordinary loss and changes in accounting principles. These impacu are included in sItareowners' equity.
6 EBlTDA is earnings before interest, taxes, depreciation IDd amonization (operating income plus depreciation and amortization). SBC coJBiders EBrrDA

an important component in our economic value added systemS as an indicator of the operational strength IDd performance of our businesses. It is provided
as supplemental information and is not intended to be a substitute for operating income, nel income or net cash provided by operating activities as a measure
of f"mancial performance or liquidity.
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Management's Discussion and Analysis of Fmanclal Condition and Results of Operations

Dollars in millions except per share amounts

SBC Communications Inc. (SBq is a holding company whose subsidiaries and affiliates operate
predominantly in the communications services industry. SBC's subsidiaries and affiliates provide
landline and wireless telecommunications services and equipment, directory advertising and cable
television services.

On April!, 1997, SBC completed a merger which resulted in Pacific Telesis Group (pAC) becoming a
wholly-owned subsidiary of SBC. Among PAC's subsidiaries are Pacific Bell (pacBell) and Nevada
Bell. The merger was acx:ounted for as a pooling of interests and a tax-free reorganization. Accordingly,
the financial statements for the periods presented have been restated to include the accounts of PAC (see
Note 3 to the financial statements).

SBC's largest subsidiaries are Southwestern Bell Telephone Company (SWBell), providing
telecommunications services over approximately 15 million access lines in Texas, Missouri, Oklahoma,
Kansas and Arkansas (five-state area), and PacBell providing telecommunications services over
approximately 16 million access lines in California. SBC also provides telecommunications services
through its Nevada Bell subsidiary over approximately 300 thousand access lines in Nevada. (SWBell,
PacBell and Nevada Bell are collectively referred to as the Telephone Companies.) The Telephone
Companies are subject to regulation by each of the states in which they operate and by the Federal
Communications Commission (FCC).

This discussion should be read in conjunction with the consolidated financial statements and the
accompanying notes.

Results of Operations

Summary

Financial results, including percentage changes from the prior year, are summarized as follows:
Percent Change

Operating revenues
Operating expenses
Income before extraordinary loss

and cumulative effect of
accounting change

Extraordinary loss
Cumulative effect of accounting

change
Net income (loss)

1996

$ 23,486
$ 17,650
$ 3,189

$

$ 3,279

1995

$ 21,712

$ 16,592
$ 2,958

$ (6,022)

$ (3,064)

1994

$ 21,006
$ 16,056
$ 2,800

$ 2,800

1996 vs. 1995 vs.
1995 1994

8.2% 3.4%
6.4% 3.3%
7.8% 5.6%

SBC recognized an extraordinary loss in 1995 from the discontinuance of regulatory accounting at
SWBell and PacBell.

The primary factors contributing to the increase in income before extraordinary loss and cumulative
effect of accounting change in 1996 were growth in demand for services and products at the Telephone
Companies and Southwestern Bell Mobile Systems, Inc. (Mobile Systems).
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Management's Discussion and Analysis, continued

Dollars in millions except per share amounts

The primary factors contributing to the increase in income before extraordinary loss and cumulative
effect of accounting change in 1995 were growth in demand for services and products at the Telephone
Companies and Mobile Systems, and an after-tax gain of $111 associated with the merger of SBC's
United Kingdom cable television operations into TeleWest P.L.e. (TeleWest). These factors were
partially offset by an after-tax charge of $88 recorded in connection with SBC's strategic functional
realignment and revenue shortfalls due to the introduction of intraLATA long-distance competition in
California.

Items affecting the comparison of the operating results between 1996 and 1995, and between 1995 and
1994, are discussed in the following sections.

Operating Revenues

Total operating revenues increased $1,774, or 8.2%, in 1996 and $706, or 3.4%, in 1995. Components of
total operating revenues, including percentage changes from the prior year, are as follows:

Percent Change

1996 vs. 1995 vs.
1996 1995 1994 1995 1994

Local service
Landline $ 8,754 $ 8,118 $ 7,494 7.8% 8.3%
Wireless 2,676 2,247 1,749 19.1 28.5

Network access
Interstate 4,008 3,770 3,525 6.3 7.0
Intrastate 1,823 1,744 1,679 4.6 3.8

Long-distance service 2,240 2,072 2,923 8.1 (29.1)
Directory advertising 1,985 1,984 1,950 0.1 1.7
Other 2,000 1,777 1,686 12.5 5.4

$ 23,486 $ 21,712 $ 21,006 8.2% 3.4%

Local Service Landline revenues increased in 1996 due to increases in demand, primarily
increases in residential and business access lines and vertical services revenues. Total access lines
increased 4.6% in 1996, of which 34% was due to growth in Texas and 46% to growth in
California. Access lines in Texas and California account for approximately 80% of the Telephone
Companies' access lines. Approximately 34% of access line growth in 1996 was due to sales of
additional access lines to existing residential customers. Vertical services revenues, which include
custom calling options, Caller ID and other enhanced services, also increased in 1996.

Effective January 1, 1995, the California Public Utilities Commission (CPuq authorized
interexchange carriers and others to compete with PacBell in providing intraLATA long-distance
service in California. That decision also rebalanced prices for most of PacBell's regulated
services, which increased landline local service prices, so that PacBell could remain competitive in
the new environment. Landline local service revenues increased in 1995 due to price rebalancing
in California, which increased revenue by $379, and increases in demand at the Telephone
Companies, primarily increases in residential and business access lines and vertical services
revenues. These increases were somewhat offset by price cap revenue reductions ordered by the
CPUC. The increased local service revenues resulting from price rebalancing were more than
offset by a related $616 decrease in long-distance revenues. Total access lines increased 3.7% in
1995, of which 37% was due to growth in Texas and 43% to growth in California. Approximately
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Management's Discussion and Analysis, continued

Dollars in millions except per share amounts

32% of access line growth in 1995 was due to the sales of additional access lines to existing
residential customers. Vertical services revenues also increased in 1995.

Wueless revenues relate to Mobile Systems operations and increased in 1996 and 1995 due
primarily to the growth in the number of Mobile Systems' cellular customers of 20.7% and 22.7%.
These increases were partially offset by slight declines in average revenue per customer.
Beginning in 1997, wireless revenues will also reflect personal communications services (PCS)
operations in California and Nevada.

Mobile Systems had 4,398,000 customers in areas in which they were one of the two incumbent
providers and 35,{)(X) resale customers at December 31,1996. These customer amounts were
3,659,000 and 13,000, respectively, at December 31, 1995.

NetworkAccess Interstate network access revenues increased in 1996 and 1995 due largely to
increases in demand for access services by interexchange carriers. Growth in revenues from end
user charges, attributable to an increasing access line base, also contributed to the increases in both
years. Net rate reductions under the FCC's revised price cap plan, which were effective August 1,
1995, partially offset these increases by approximately $115 in both 1996 and 1995.

Intrastate network access revenues increased in 1996 and 1995 due primarily to increases in
demand, including usage by alternative intraLATA toll carriers. The increase in 1995 was partially
offset by the decrease in prices due to the introduction of competition for long-distance services in
California.

Long-Distance Service In 1996 and 1995 PAC provided approximately 55% - 60% of SBC's long­
distance revenues. Overall, long-distance revenues increased in 1996 due principally to increases
in demand resulting from California's growing economy and growth in Mobile Systems' long­
distance revenues, including interLATA service that began in February 1996. Additionally, long­
distance service revenues increased due to the inclusion in 1995 of SWBell intraLATA toll pool
settlement payments and accruals for rate reductions relating to an appealed 1992 rate order in
Oklahoma. The settlement of the appeals in October 1995 eliminated the need to continue these
accruals. Absent these accruals and settlements, SWBelllong-distance service revenues in 1996
would have decreased slightly due to the continuing impact of price competition from alternative
intraLATA toll carriers. Long-distance service revenues decreased in 1995 primarily due to an
approximate 40% reduction in intraLATA long-distance prices in California resulting from the
introduction of competition for those services and the related regulatory price rebalancing.
Additionally, SWBelllong-distance services revenues experienced decreases, reflecting
competition-related decreases in residential message volumes and the impact of optional calling
plans and extended area service plans.

Directory Advertising revenues were relatively unchanged in 1996 as increased yellow pages
revenues from Southwestern Bell Yellow Pages, Inc. (Yellow Pages) and Pacific Bell Directory
(pBDireetory) were offset by the decrease resulting from the January 1996 sale of SBC's publishing
contracts for GTE Corporation's service areas to GTE Directories. Excluding the impact of this
sale, revenues increased 5.1% in 1996. Results for 1995 reflect growth in yellow pages revenues,
partially offset by the impact of increased competition.

Other operating revenues in 1996 and 1995 reflect the inaeased demand for voice-messaging
services, Caller In equipment, computer network services, computer programming services and
videoconferencing services. Other increases in 1996 were attributable to revenues from new
business initiatives, such as wireless cable and internet services. The increase in 1995 was
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partially offset by the decrease in equipment sales revenues at Mobile Systems resulting primarily
from declining equipment prices.

Operating Expenses

Total operating expenses increased $1,058, or 6.4%, in 1996 and $536, or 3.3%, in 1995. Components of
total operating expenses, including percentage changes from the prior year, are as follows:

Percent Change

$ 16,056

Cost of services and products
Selling, general and administrative
Depreciation and amortization

1996

$ 8t220
5,321

4,109
$ 17,650

1995

$ 7,864
4,694

4,034

$ 16,592

$

1994

7,917
4,315

3,824

1996 vs. 1995 vs.
1995 1994

4.5% (0.7%)

13.4 8.8
1.9 5.5
6.4% 3.3%

Cost ofServices and Products increased in 1996 due to increases at the Telephone Companies for
network expansion and maintenance, employee compensation and demand-related increases. Other
increases in 1996 reflect growth at Mobile Systems, costs incurred to prepare for local competition
and PAC's new business initiatives, such as PCS, Internet access and network integration. These
increases were partially offset by PAC's decreased employee benefits expenses due to changes in
employee benefit plans and benefit plan assumptions (see Note 9 to the financial statements). In
1995, expenses decreased primarily due to decreased California pool settlements with other local
exchange carriers, force reductions at PacBell, and decreased equipment costs at Mobile Systems.
The absence of expenses associated with SBC's United Kingdom cable television operations
(discussed in Other Business Matters) also contributed to the decrease in 1995. These decreases
were mostly offset by increases at the Telephone Companies for network expansion and
maintenance, demand-related increases for enhanced services, and employee compensation at
SWBell.

Selling, General and Administrative expenses increased in 1996 primarily due to growth-related
increases at Mobile Systems and the Telephone Companies, including contracted services,
employee compensation and software costs. The increase in 1996 also reflects PAC's expenses
incurred to prepare support systems for local competition and for new business initiatives,
including long-distance. In 1995, expenses increased primarily due to growth-related increases at
Mobile Systems and SWBell, including contracted services and advertising, the $139 charge for
costs associated with the strategic realignment discussed in Other Business Matters, and software
costs at PAC. These increases were somewhat offset by force reductions at PacBell. Also
contributing to the increases in both 1996 and 1995 were increases in operating taxes at SWBell,
which include the Texas Infrastructure Fund assessments.

Depreciation and Amortization increased in 1996 and 1995 due primarily to growth in plant
levels and changes in plant composition, primarily at the Telephone Companies and Mobile
Systems. The increase in 1995 also reflects the effect of regulatory depreciation represcription at
the Telephone Companies.
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Interest Expense decreased $145, or 15.2%, in 1996 due to a change in PAC's capital structure which
replaced a portion of interest expense with amounts recorded as Other Income (Expense) (see Note 7 to
the financial statements), lower long-term debt levels in sac subsidiaries other than PAC, and
capitalization of interest during construction required by the discontinuance of regulatory accounting in
the third quarter of 1995. Under regulatory accounting, the Telephone Companies accounted for
capitalization of both interest and equity costs during periods of construction as other income.

Equity in Net Income ofAffiliates increased $87 in 1996 and decreased $106 in 1995. The 1996
increase reflects: increased income from Telefonos de Mexico, SA de C.V. (Telmex), Mexico's
national telecommunications company, due to the relative stabilization of the peso; net gains on
international affiliate transactions; and improved results from sac's investment in French cellular
operations, reflecting lower level of losses in its second year. Results for 1995 include losses on sac's
United Kingdom cable television operations, which were accounted for under the equity method prior to
October 1995, and exchange losses on the non-peso denominated debt of TelmeL Results for 1996 and
1995 also reflect reductions in the translated amount of U.S. dollar earnings from Telmex's operations.
Operational growth at Telmex in both years somewhat offset these declines. The 1995 decrease was also
attributable to sac's investment in French cellular operations and PAC's video-related joint venture.

sac's future earnings from Telmex will continue to be sensitive to changes in the value of the peso.
sac's investment in Telmex has been recorded under U.S. generally accepted accounting principles
(GAAP), which exclude inflation adjustments and include adjustments for the purchase method of
accounting. Beginning in 1997, sac will use the U.S. dollar, instead of the peso, as the functional
currency for its investment in Telmex due to the Mexican economy becoming highly inflationary as
defined by GAAP. Earnings in 1997 will reflect sac's reduced ownership percentage in Telmex as
discussed in Note 5 to the financial statements. These changes are each expected to have a slightly
negative impact on Equity in Net Income from Telmex.

Other Income (Expense) - Net decreased $276 in 1996 and increased $210 in 1995. In 1995, sac
recognized a gain from the merger of sac's United Kingdom cable television operations into TeleWest
(see Note 13 to the financial statements) and interest income from tax refunds. The increase was
somewhat offset by expenses associated with the refinancing of long-term debt by the Telephone
Companies (see Note 6 to the financial statements). Results for 1996 reflect the inclusion in 1995 of
these items and decreases due to the reclassification of interest during construction required by the
discontinuance of regulatory accounting in the third quarter of 1995 as well as distributions paid on Trust
Originated Preferred Securities (TOPrS), as noted in the discussion of Interest Expense (see Note 7 to the
financial statements).

Income Tax expense increased $441, or 29.0%, in 1996 and $71, or 4.9%, in 1995, primarily due to
higher income before income taxes. In 1995, tax refunds received at PAC somewhat offset the increase.
The elimination of excess deferred taxes and the reduction in the amortization of investment tax credits
resulting from the discontinuance of regulatory accounting, as described in Note 2 to the financial
statements, also contributed to the increases in both years.

Extraordinary Loss In 1995, sac recorded an extraordinary loss of $6 billion from the discontinuance
of regulatory accounting. The loss included a reduction in the net carrying value of telephone plant and
the elimination of net regulatory assets of SWBell and PacBell (see Note 2 to the financial statements).
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Cumulative Effect ofAccounting Change As discussed in note 1 to the financial statements, PBDirectory
changed its method of recognizing directory publishing revenues and related expenses effective January 1,
1996. The cumulative after-tax effect of applying the new method to prior years is recognized as of
January 1, 1996 as a one-time, non-cash gain applicable to continuing operations of $90, or $0.10 per share.
The gain is net of deferred taxes of $53. Management believes this change to the issue basis method is
preferable because it is the method generally followed in the publishing industry, including Yellow Pages,
and better reflects the operating activity of the business. This accounting change is not expected to have a
significant net income effect on future periods.

Operating Environment and Trends of the Business

Regulatory Environment

The Telephone Companies' telecommunications operations are subject to regulation by each of the seven
states in which they operate for intrastate services and by the FCC for interstate services. The Telephone
Companies operate under incentive regulation, or price caps, for various services provided by the
Telephone Companies. Under price cap regulation, the Telephone Companies are permitted to establish
and modify prices, not to exceed the price caps, subject to expedited approval by the governing
jurisdiction. Prices for some other services not specifically covered by price caps are also subject to
regulatory approval.

The FCC adopted revised interim price cap rules effective August 1,1995 that govern the prices that the
larger Local Exchange Carriers (LECs), including the Telephone Companies, charge interexchange
carriers for access to local telephone networks. Price caps set by the FCC are adjusted annually for
inflation, a productivity offset and certain other changes in costs. The productivity offset is a fixed
percentage used to reduce price caps and is designed to encourage increased productivity. The revised
rules allow a choice of three productivity offsets, two of which provide for a sharing of profits with
consumers above certain earnings levels and the third of which has no sharing. Through 1996, the
Telephone Companies elected the 5.3% productivity offset with no sharing.

The revised FCC price cap plan was intended to be an interim plan that would be revised in 1996.
However, with the passage of the Telecommunications Act of 1996 (the Telecom Act), the FCC is
conducting further proceedings to address various pricing and productivity issues, and is performing a
broader review of price cap regulation in a competitive environment. Additionally, the FCC has stated it
will examine universal service and access charge rules during 1997. The Telecom Act and FCC actions
taken to implement provisions of the Telecom Act are discussed further under the heading
"Competition."

The states' regulatory bodies set intrastate price caps on various services for various periods, depending
upon the state. The price cap plans in California and Nevada included sharing mechanisms; however,
beginning in 1997, Nevada implemented a new price cap plan which eliminated the sharing mechanism.

Following is a summary of significant state regulatory developments.

California The CPUC's form of price caps requires PacBell to submit an annual price cap filing to
determine prices for categories of services for each new year. The price cap plan includes a sharing
mechanism that requires PacBell to share its earnings with customers at certain earnings levels. Price
adjustments reflect the effects of any change in inflation less productivity as well as adjustments for
certain exogenous cost changes. In December 1995, the CPUC issued an order in its review of the
regulatory framework in California that suspended use of the "inflation minus productivity" component
of the price cap formula for 1996 through 1998. This action freezes the price caps on most ofPacBell's
regulated services for the years 1996 through 1998 except for adjustments due to exogenous costs or

9



Management's Discussion and Analysis, continued

Dollars in millions except per share amounts

price changes approved through the CPUC's price cap filing process. In December 1996, the CPUC
adjusted PacBell's rates due to various exogenous cost changes by an annual revenue reduction of
approximately $66 annually, effective January 1, 1997.

The CPUC iSsued its final decision on universal service on October 25, 1996, establishing an annual
California universal service fund of approximately $352 that will subsidize high cost service. Customers
of all telecommunications providers will contribute to the universal service fund via a 2.87% surcharge
on all bills for telecommunications services provided in California. Effective February 1, 1997, the
universal service fund will subsidize the provision of service in high cost areas. In order to ensure
revenue neutrality, PacBell must reduce its rates dollar for dollar for amounts received from the fund via
an across the board surcredit on au products and services (except residential basic exchange services) or
permanent price reductions for those services that previously subsidized universal service. The fund was
intended to allow PacBell to eliminate high cost subsidies from its prices, positioning PacBell for
competition. Initially, PacBell expects to receive $305 annually from the fund based on CPUC estimates
of the cost of providing universal service. Management believes the new program underestimates the
cost of providing universal service. PacBell estimates that the average cost of providing service is up to
33% higher per line per month than the CPUC estimate, which could result in high cost area subsidies
remaining in prices for competitive services. If this continues, it would place PacBell at a competitive
disadvantage.

In 1992, the CPUC issued a decision adopting, with modification, Statement of Financial Accounting
Standards No. 106, "Employers' Accounting for Postretirement Benefits Other than Pensions" (FAS 106),
for regulatory accounting purposes. Annual price cap decisions by the CPUC granted PacBell
approximately $100 in each of the years 1993-1996 for partial recovery of higher costs under FAS 106. In
October 1994 the CPUC reopened the proceeding to determine the criteria for exogenous cost treatment and
whether PacBell should continue to recover these costs. The CPUC's order also held that related revenues
collected after October 12, 1994, were subject to refund plus interest pending furtherpr~. On
April 9, 1997, the CPUC completed these proceedings and reaffirmed that postretirement benefits costs are
appropriately recoverable in PacBeU's price cap filings.

The FCC adopted new separations rules effective May 1, 1997 that shift recovery of substantial other billing
and collections costs to the interstate jurisdiction. This rule change could reduce PacBell's revenues by
about $30 in 1997 and about $45 in each subsequent year. Management is evaluating options to mitigate
this effect on net income.

In 1992, a settlement agreement was reached between the State Board of Equalization, all California
counties, the State Attorney General, and 28 utilities, including PacBell, on a specific methodology for
valuing utility property for property tax purposes for a period of eight years. The CPUC opened an
investigation to determine if any resulting property tax savings should be returned to customers. Intervenors
have asserted that as much as $20 of annual property tax savings should be treated as an exogenous cost
reduction in PacBell's annual price cap filings. These intervenors have also asserted that past property tax
savings totaling as much as approximately $70 as of December 31, 1996, plus interest should be returned to
customers. Management believes that, under the CPUC's regulatory framework, any property tax savings
should be treated only as a component of the calculation of shareable earnings and not as an exogenous cost.
In an Interim Opinion issued in June 1995, the CPUC decided to defer a final decision on this matter
pending resolution of the criteria for exogenous cost treatment under its regulatory framework.

Texas The Public Utility Regulatory Act, which became effective in May 1995 (PURA), allows SWBell
and other LECs to elect to move from rate of return regulation to price regulation with elimination of
earnings sharing. In September 1995, SWBell notified the Texas Public Utility Commission (l'Puq that
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it elected incentive regulation under the new law. Basic local service rates are capped at existing levels
for four years following the election. The TPUC is prohibited from reducing switched access rates
charged by LECs to interexchange carriers while rates are capped.

LECs electing price regulation must commit to network and infrastructure improvement goals, including
expansion of digital switching and advanced high-speed services to qualifying public institutions, such as
schools, libraries and hospitals, requesting the services. PURA also established an infrastructure grant
fund for use by public institutions in upgrading their communications and computer technology. PURA
provided for a total fund assessment of $150 annually on all telecommunications providers in Texas for a
ten-year period, half of which would be paid by the cellular and wireless industry. The provisions
establishing different assessment rates for landline and cellular and wireless service providers were ruled
unconstitutional under the Texas constitution in January 1996, and the lower rate was ordered to be
applied to both categories of service providers, resulting in less than a $150 annual assessment. Based on
this order, SBC's total annual payment is estimated to be approximately $35 to $45. The 1997 Texas
legislative session is considering this issue with the stated goal of restoring the assessment to its original
$150 annual amount. As a result, SBC's annual payment could increase.

PURA establishes local exchange competition by allowing other companies that desire to provide local
exchange services to apply for certification by the TPUC, subject to certain build-out requirements,
resale restrictions and minimum service requirements. PURA provides that SWBell will remain the
default carrier of "1 plus" intralATA long-distance traffic until SWBell is allowed to carry interLATA
long-distance.

In 1996, MCI Communications Corporation (MCI) and AT&T Corp. (AT&1) sued the state of Texas,
alleging that PURA violates the Texas state constitution, and claiming that PURA establishes
anticompetitive barriers designed to prevent MCI, AT&T and Sprint Corporation (Sprint) from providing
local services within Texas. SBC is unable to predict the outcome of this proceeding. During 1996, the
TPUC approved the application of Sprint for a certificate of authority to provide local service, waiving
the build-out requirements specified under state law for facilities-based certificates of authority. TPUC
has also requested the FCC issue an expedited ruling on whether PURA's build-out requirements are
lawful under the Telecom Act. AT&T and MCI have also filed petitions with the FCC arguing the build­
out requirements should be preempted; they have also requested TPUC grant them similar treatment as
Sprint. In a preliminary ruling, the TPUC has waived build-out requirements for them.

More than 100 applications to provide competitive local service certification have been approved by the
TPUC, with over 30 more applications pending approval. As a result, SWBell expects competition to
continue to develop for local service, but the specific financial impacts of this competition cannot be
reasonably estimated until all required tariff filings are approved by the TPUC for SWBell and other
companies intending to provide local service.

Missouri During 1996, the 1995 Cole County Circuit Court ruling which overturned the August 1994
settlement agreement reached among SWBell, the Missouri Public Service Commission (MPSC) and the
Office of Public Counsel (OPC) was upheld on appeal. The practical effect of this decision is to
eliminate the prospective commitments under the settlement agreement, including a rate review
moratorium and capital investment commitments. The decision has no immediate impact on SWBell's
current rates because they were approved by the MPSC in separate proceedings, which were not
appealed.
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OklahOJDa On October 30, 1995, the Oklahoma Corporation Commission (ocq approved a settlement
that resolved pending court appeals of a 1992 rate order. Under the terms of the settlement, SWBell paid
a cash settlement of $170 to business and residential customers, and offered discounts with a retail value
of $268 for certain SWBell services. Previously ordered rate reductions of $100 were lowered to $84, of
which $57 bad already been implemented. The settlement allowed the remaining $27 in rate reductions
to be deferred, with approximately $9 becoming effective in 1996 and the remainder during 1997. The
settlement also provides that no overearnings complaint can be filed against SWBell until January 1,
1998. SWBell began accruing for the order in 1992, and the settlement and associated costs had been
fully accrued as of the end of the third quarter of 1995.

Competitive Environment

Competition continues to increase in the telecommunications industry. Recent changes in legislation and
regulation have increased the opportunities for alternative service providers offering telecommunications
services. Technological advances have expanded the types and uses of services and products available.
Accordingly, SBC faces increasing competition in significant portions of its business.

Domestic

On February 8,1996, the Telecom Act was enacted into law. The Telecom Act is intended to address
various aspects of competition within, and regulation of, the telecommunications industry. The Telecom
Act provides that all post-enactment conduct or activities which were subject to the consent decree,
referred to as the Modification of Final Judgment (MFJ), issued at the time of AT&T's divestiture of the
Regional Holding Companies (RHCs) are now subject to the provisions of the Telecom Act. In April
1996, the United States District Court for the District of Columbia issued its Opinion and Order
terminating the MFJ and dismissing all pending motions related to the MFJ as moot. This ruling
effectively ended 13 years of RHC regulation under the MFJ. Among other things, the Telecom Act also
defines conditions SBC must comply with before being permitted to offer interLATA long-distance
service within California, Texas, Missouri, Kansas, Oklahoma, Arkansas, and Nevada (regulated
operating areas) and establishes certain terms and conditions intended to promote competition for the
Telephone Companies' local exchange services.

Under terms of the Telecom Act, SBC may immediately offer interLATA long-distance outside the
regulated operating areas and over its wireless network both inside and outside the regulated operating
areas. Before being permitted to offer landline interLATA long-distance service in any state within the
regulated operating areas, SBC must apply for and obtain state-specific approval from the FCC. The
FCC's approval, which involves consultation with the United States Department of Justice, requires
favorable determinations that the Telephone Companies have entered into interconnection agreement(s)
that satisfy a 14-point "competitive checklist" with predominantly facilities based carrier(s) that serve
residential and business customers or, alternatively, that the Telephone Companies have a statement of
terms and conditions effective in that state under which it offers the "competitive checklist" items. The
FCC must also make favorable public interest and structural separation determinations. The Telecom
Act directed the FCC to establish roles and regulations to implement the Telecom Act, and to preempt
specific state law provisions under certain circumstances. The Telecom Act also allows RHCs to provide
cable services over their oWD.networks, but sets limits on RHCs acquiring interests in cable television
operations in their regulated operating areas.

In August 1996, the FCC issued rules by which competitors could connect with LECs' networks,
including those of the Telephone Companies. Among other things, the rules addressed unbundling of
network elements, pricing for interconnection and unbundled elements (Pricing Provisions), and resale of
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network services. The FCC rules were appealed by numerous parties, including SBC, other LECs,
various state regulatory commissions and the National Association of Regulatory Utility Commissioners.

On October 15, 1996, the United States Court of Appeals for the Eighth Circuit (Eighth Circuit) issued
an order to stay the FCC's Pricing Provisions and its rules permitting new entrants to "pick and choose"
among the terms and conditions of approved interconnection agreements. The stay provides that it will
remain in effect while the Eighth Circuit considers the validity of the rules. Other provisions of rules
adopted by the FCC to implement the Telecom Act remain in effect.

The effects of the FCC rules are dependent on many factors including, but not limited to: the ultimate
resolution of the pending appeals; the number and nature of competitors requesting interconnection,
unbundling or resale; and the results of the state regulatory commissions' review and handling of related
matters within their jurisdictions. Accordingly, SBC is not able to assess the impact of the FCC rules.

Landline Local Service

Recent state legislative and regulatory developments also allow increased competition for local exchange
services. Companies wishing to provide competitive local service have filed numerous applications with
state commissions throughout the Telephone Companies' regulated operating areas, and the commissions
of each state have begun approving these applications. Under the Telecom Act, companies seeking to
interconnect to the Telephone Companies' network and exchange local calls must enter into
interconnection agreements with the Telephone Companies, which are then subject to approval by the
appropriate state commission. There have been approximately 190 companies approved by state
commissions to provide local telephone service throughout the Telephone Companies' regulated
operating areas, most of them in Texas and California. There are approximately 70 more applications
pending approval before the state commissions. Several companies who have failed to agree on all
interconnection terms have filed for arbitration before the state commissions.

The CPUC authorized facilities-based local services competition effective January 1996 and resale
competition effective March 1996. Several issues still need to be resolved before the CPUC issues final
rules for local competition. These issues include final rates for resale, presubscription, implementation of
number portability and LEC provisioning and pricing of essential network functions to competitors. In
order to provide services to resellers, PacBell uses established operating support systems, and has
implemented electronic ordering systems and a customer carelbilling center. Costs to implement local
competition, especially number portability, will be material and it is uncertain whether regulators will allow
for recovery of these costs. The CPUC expects to issue final rules on presubscription in early 1997 and
final rates and rules for all other issues in late 1997. It is anticipated that competition will be targeted
mainly to high-density areas, where higher margins may be achieved. Many of these competitors have
placed facilities in service and begun extensive advertising campaigns.

In October 1996, in a consolidated arbitration hearing between SWBell and AT&T, MCl, MFS
Communications Company, Inc. (MFS), Teleport Communications Group, and American
Communications Services, Inc., the TPUC approved interconnection rates to be charged by SWBell as
well as certain other terms of interconnection between the parties. SWBell also filed revised cost support
for the establishment of rates with the TPUC which may be subject to further hearings. SWBell, AT&T
and MCl filed suit in state and federal court maintaining that, for various reasons, the arbitration award is
unlawful. SWBell has TPUC-approved interconnection agreements with 26 local service providers, with
17 pending approvals as of April 15.
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In Missouri, the MPSC issued orders on a consolidated arbitration hearing with AT&T and MCI and on
selected items with MFS. Among other terms, the orders established discount rates for resale of SWBell
services and prices for unbundled network elements. SWBell has filed suit in federal court appealing the
orders as unlawful.

As a result of the Telecom Act and conforming interconnection agreements, the Telephone Companies
expect in 1997 they will experience local exchange competition from multiple providers in various
markets. Management is unable to assess the effect of competition on the industry as a whole, or
financially on SBC, but expects both losses of market share in local service and gains resulting from new
business initiatives, vertical services and new service areas. SBC intends to use approved agreements in
support of its application to the FCC to provide interLATA long-distance service in the Telephone
Companies' regulated operating areas.

The Telephone Companies also face competition from various local service providers that bypass the
local exchange network. Some of these providers have built fiber optic "rings" throughout large
metropolitan areas to provide transport services (generally high-speed data) for large business customers
and interexchange carriers. Others provide high-usage customers, particularly large businesses,
alternative telecommunications links for voice and data, such as private network systems, shared tenant
services or private branch exchange (pBX) systems (which are customer-owned and provide internal
switching functions without using a telephone company's central office facilities). The extent of the
economic incentive to bypass the local exchange network depends upon local exchange prices, access
charges, regulatory policy and other factors. End user charges previously ordered by the FCC are
designed in part to mitigate the effect of system bypass.

Wireless IAcaI Service

In 1993, the FCC adopted an order allocating radio spectrum and licenses for PCS. PCS utilizes wireless
telecommunications digital technology at a higher frequency radio spectrum than cellular. like cellular, it
is designed to permit access to a variety of communications services regardless of subscriber location. In
an FCC auction, which concluded in March 1995, PCS licenses were awarded in 51 major markets. SBC
acquired PCS licenses in the Major Trading Areas (MTAs) of Los Angeles-San Diego, California; San
Francisco-Oaldand-San Jose, California; Memphis, Tennessee; Little Rock, Arkansas; and Tulsa,
Oklahoma. The California licenses cover all of California and Nevada. SBC is currently in the build out
phase of PCS in most of its California-Nevada markets and Tulsa, Oklahoma. During 1996, SBC received
several AT&T cellular networks in Arkansas in exchange for SBC's PCS licenses in Memphis, Tennessee
and Little Rock, Arkansas and other consideration.

In November 1996, Pacific Bell Mobile Services (PBMS) conducted an extensive PCS trial in San Diego,
California. Service was formally launched in San Diego in January 1997, in February 1997 in Las Vegas,
Nevada, and in March 1997 in Sacramento, California. The network will incorporate the Global System for
Mobile Communications ("GSMj standard which is widely used in Europe. PBMS is selling PCS as an
off-the-shelf product in approximately 100 retail stores across San Diego County, about 60 retail stores in
Las Vegas and about 80 retail stores in Sacramento. PBMS plans to offer PCS service in San Francisco and
Los Angeles in the second quarter of 1997. Management expects a widespread offering of PCS service in
most of California and Nevada by mid-1997. Management anticipates significant competition, particularly
from the two established cellular companies in each market. However, a high quality product with
PacBeU's service reputation should enable PBMS to establish a significant presence in these markets.

In an FCC auction which concluded January 1997, SBC acquired eight additional PCS licenses for Basic
Trading Areas (BTAs) that are within the five-state area. SBC plans to build out the new BTAs as part of
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its strategy to be a full service telecommunications provider (expected completion 1999). Including these
new BTAs with existing cellular and PCS services, SBC will be able to offer wireless services to
approximately 85% of its landline local service customers in the five-state area.

Companies granted licenses in MfAs and BTAs where SBC also provides service include subsidiaries and
affiliates of AT&T, Sprint and other RHCs. The degree of competition which SBC will encounter in its
cellular markets will depend, in part, on the timing and extent of the build out of PCS services.

Long-distance

Competition continues to intensify in"e Telephone Companies' intraLATA long-distance markets.
Principal competitors are interexchange carriers, bypass service interexchange carriers which are
assigned an access code (e.g., "10XXXj used by their customers to route intraLATA calls through the
interexchange carrier's network, and resellers, which sell long-distance services obtained at bulk rates.
Effective January 1, 1995, the CPUC authorized intraLATA long-distance services competition in
California. In April 1995, the CPUC also ordered PacBell to offer expanded interconnection to competitive
access providers. These competitors are allowed to carry the intrastate portion of long-distance and
intraLATA long-distance calls between PacBell's central offices and long distance carriers. Competitors
may choose to locate their transmission facilities within or near PacBell's central offices. It is estimated
that PacBell now serves less than 50% of the business intraLATA long-distance customers in its service
areas. On April 11, 1997, SBC filed an application with the FCC for the provision of interLATA long­
distance services in Oklahoma under the provisions of the Telecom Act. The OCC has approved SBC's
application.

Other

In the future, it is likely that additional competitors will emerge in the telecommunications industry.
Cable television companies and electric utilities have expressed an interest in, or already are, providing
telecommunications services. As a result of recent and prospective mergers and acquisitions within the
industry, sac may face competition from entities offering both cable TV and telephone services in the
Telephone Companies' regulated operating areas. Interexchange carriers have been certified to provide
local service, and a number of other major carriers have publicly announced their intent to provide local
service in certain markets, some of which are in the Telephone Companies' regulated operating areas.

SBC is aggressively representing its interests regarding competition before federal and state regulatory
bodies, courts, Congress and state legislatures. SBC will continue to evaluate the increasingly
competitive nature of its business, and to develop appropriate competitive, legislative and regulatory
strategies.

International

Telmex was granted a concession in 1990, which expired in August 1996, as the sole provider of long­
distance services in Mexico. In 1995, the Mexican Senate and Chamber of Deputies passed legislation
encompassing a series of rules for the introduction of competition into the Mexican long-distance market
previously issued by the Mexican Secretary of Communication and Transportation. Those rules
specified that there would be an unlimited number of long-distance concessions and that Telmex was
required to provide 60 interconnection points by January 1, 1997, and more than 200 interconnection
points by the year 2000. Several large competitors have received licenses to compete with Telmex and
begun operations, including a joint venture between AT&T and Alta, a Mexican consortium, and
Avantel, SA, a joint venture between MCI and Grupo Financiero Banamex-Accival, Mexico's largest
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financial group. Balloting for presubscription of long-distance service is currently occurring among
Telmex's customers in selected areas.

Other Business Matters

Mel"ler Agreement On April 1, 1997, SBC and PAC completed the merger of an SBC subsidiary with
PAC, in a transaction in which each share of PAC common stock was exchanged for 0.73145 of a share
of SBC common stock. With the merger, PAC became a whoUy-owned subsidiary of SBC. The
transaction has been accounted for as a pooling of interests and a tax-free reorganization. Accordingly,
the financial statements for the periods presented have been restated to include the accounts of PAC (see
Note 3 to the financial statements for more information).

Restructuring Reserve In December 1993, a reserve was established to record the incremental cost of
force reductions associated with restructuring PacBell's business processes through 1997. This
restructuring was expected to allow PacBell to eliminate approximately 10,000 employee positions through
1997, net of approximately 4,000 new positions expected to be created. Net force reductions were 1,926 for
1996 and 9,168 for the three-year period 1994 through 1996. The pace of net force loss moderated in 1996
due to strong volume growth at PacBell.

This table sets forth the status and activity of this reserve.
1996 1995 1994

Balance - beginning of year $ 228 $ 819 $ 1,097
Additions
Charges: cash outlays (195) (372) (216)

non-cash 64 (219) (62)
Balance - end of year $ 97 $ 228 $ 819

Charges to the restructuring reserve in 1996 totaled $131, including cash outlays of $195 and a
$64 non-cash charge reversal desaibed below. In 1995, PacBell charged $219 to the restructuring reserve
for the non-cash cost through 1997 of enhanced retirement benefits negotiated in the 1995 union contracts,
to be paid from pension fund assets. Based on its experience, in 1996 PacBeU revised its estimate of these
retirement costs. Consequently, $64 of these 1995 non-cash charges were reversed in 1996. There was no
effect on net income from either the 1995 charge or the 1996 change in this estimate. Management expects
to use the remaining reserve balance during 1997.

Effective with the merger, SBC has begun a complete review of all of its subsidiaries, including
subsidiaries of PAC. Approximately 50 review teams are examining operational functions within the
companies and evaluating all strategic initiatives. The teams will identify synergies between the
companies, establish uniform system requirements and redirect strategic efforts. SBC cannot currently
estimate the amount of future savings to be derived from this process or the amount of current and future
costs associated with reorganizing functions and reevaluating strategies that SBC will incur; however,
significant changes in strategic initiatives or combinations of common functions would result in material
charges to SBC's 1997 results of operations. SBC anticipates the review teams will complete the
evaluation phase by the end of the second quarter.

Acquisitions and Dispositions In addition to the acquisitions, dispositions and the merger of SBC's
United Kingdom cable television operations discussed in Note 13 to the financial statements, SBC has
made several acquisitions and dispositions since 1994.
In October 1994, SBC sold an additional 25% of its United Kingdom cable television operations to Cox
Cable Communications, accounting for the remaining investment under the equity method of accounting
until the 1995 merger of these operations.
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In 1995, SBC made the following acquisitions: a wireless system serving Watertown, New York, and
100% of the stock of Cross Country Wireless (CCW), a wireless cable television operator providing
service to 40,000 customers in Riverside, California and with licenses to provide service in Los Angeles,
Orange County and San Diego. The CCW acquisition involved the exchange of approximately $120 of
stock and assumption of $55 in debt. Additionally, SBC made the following equity investments in 1995:
a $317 investment for 40% of VfR S.A. (VTR), a privately owned Chilean telecommunications holding
company which is 51% owned by Grupo Luksic, a large Chilean conglomerate and an investment in a
South African wireless company.

In 1996, SBC made the following additional investments: an investment to maintain its indirect 10%
ownership in a French cellular company to offset dilution of its interest resulting from other equity sales,
and an increase in its holding in VfR to 49% through the purchase of shares from another minority
shareholder. Also in 1996, SBC and the other RHC's reached an agreement to sell Bell Communications
Research (Bellcore) in a transaction expected to close in 1997.

In March 1997, the consortium of SBC and Telekom Malaysia Berbad, which is 60% owned by SBC,
finalized an agreement to purChase 30% of Telkom South Africa (Telkom), the state-owned
telecommunications company of South Africa. Under the agreement, SBC is committed to invest
approximately $750, approximately $600 of which will remain in Telkom. The transaction is expected to
close in the second quarter of 1997.

None of these transactions had a material effect on SBC's [mancial results in 1996, 1995 or 1994, nor
does management expect them to have a material effect on SBC's financial position or results of
operations in 1997.

Strategic Realignment In July 1995, SBC announced a strategic realignment which positions the
company to be a single-source provider of telecommunications services. All of SBC's operations within
the five-state area report to one management group, while international operations and domestic
operations outside the five-state area report to a separate management group.

In connection with this realignment of functions, in 1995 SBC recognized $139 in selling, general and
administrative expenses. These expenses include postemployment benefits for approximately 2,400
employees arising from the future consolidation of operations within the five-state area, streamlining
support and administrative functions and integrating financial systems. Implementation of the
realignment has been delayed due to the merger with PAC. The charge reduced net income for 1995 by
approximately $88.
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Liquidity and Capital Resources

Capital Expenditures and Other Commitments

To provide bigh-quality communications services to its customers, SBC, particularly the Telephone
Companies, Mobile Systems and SBC's PCS operations must make significant investments in property,
plant and equipment. The amount of capital investment is influenced by demand for services and
products, continued growth and regulatory commitments.

SBC's capital expenditures totaled $5,481, $4,338 and $3,981 for 1996, 1995 and 1994. The Telephone
Companies' capital expenditures increased 29% in 1996 and 11% in 1995 due primarily to demand­
related growth, network upgrades, customer-contracted requirements, ISDN projects, PCS build-out and
SWBell's regulatory commitments. SBC's capital expenditures increase in 1995 was also due to PAC's
expenditures for the PCS network. Mobile Systems expenditures increased 10% in 1996 and 6% in 1995
due to continued growth.

In 1997, management expects total capital spending to increase from 1996, to between $5,800 and
$6,000. Capital expenditures in 1997 will relate primarily to the continued evolution of the Telephone
Companies' networks, including amounts agreed to under regulation plans at SWBell, and continued
build out of Mobile Systems' markets and PAC's PCS. SBC expects to fund ongoing capital
expenditures with cash provided by operations.

SWBell continues to make additional network and infrastructure improvements over periods ranging
through 2001 to satisfy regulatory commitments. Total capital expenditures under these commitments
will vary based on actual demand of potential end users. SWBeli anticipates spending approximately
$150 to $200 in 1997 associated with these commitments.

PacBeli has purchase commitments of approximately $208 remaining in connection with its previously
announced program for deploying an all-digital switching platform with ISDN and SS-7 capabilities.

In December 1994, PacBell contracted for the purchase of up to $2,000 in Advanced Communications
Network (ACN) facilities, which incorporated new technologies. During 1995, the ability to deploy the
facilities outstripped the ACN vendor's ability to deliver necessary products and software. Accordingly,
management decided to suspend construction at certain sites, which reduced the expected cost to less
than $700. If ACN facilities meet certain quality and performance criteria (the Network Test), PacBeli is
committed to purchase the ACN facilities in 1998. IfACN facilities are acquired, due to competition or
other factors affecting PacBeU's ability to recover its investment in these facilities, their value to PacBeU
could be materially impaired. If ACN facilities fail the Network Test, PacBeli will not be committed to
buy the ACN facilities but might be liable to reimburse the principal ACN vendor for some construction
costs up to $300, which would also result in a material charge.

As discussed in Other Business Matters, SBC has committed to invest approximately $750 under its
agreement to purchase a stake in Telkom South Africa. The transaction is expected to be completed in
the second quarter of 1997.

Over the next few years, SBC is expecting to incur significant software expenditures for interconnection
and customer number portability. The extent and timing of these expenditures will vary depending on
the timing and nature of regulatory actions and corresponding or compensating network improvements,
but are likely to be material.
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Dividends Declared

Dividends declared by the Board of Directors of SBC were $1.72 per share in 1996, $1.65 per share in
1995, and $1.58 per share in 1994. These per share amounts do not include dividends declared and paid by
PAC prior to the merger. Including those PAC dividends, total dividends paid were $1,680 in 1996, $1,933
in 1995 and $1,878 in 1994. Pursuant to the terms of the merger agreement, PAC reduced its 1996 second,
third and fourth quarter dividends. The lower second and third quarter dividends paid in 1996 improved
1996 cash flow by approximately $195. Management's dividend policy considers both the expectations
and requirements of shareowners, internal requirements of SBC and long-term growth opportunities.

Cash, lines of Credit and Cash Flows

SBC had $314 of cash and cash equivalents available at December 31,1996. Commercial paper
borrowings as of December 31,1996, totaled $1,848. SBC has entered into agreements with several
banks for lines of credit totaling $3,550 all of which may be used to support commercial paper
borrowings (see Note 6 to the Financial Statements). SBC had no borrowings outstanding under these
lines of credit as of December 31, 1996.

During 1996, as in 1995 and 1994, SBC's primary source of funds continued to be cash generated from
operations, as shown in the Consolidated Statements of Cash Flows. Net cash provided by operating
activities exceeded SBC's construction and capital expenditures during 1996, as in 1995 and 1994; this
excess is referred to as free cash flow, a supplemental measure of liquidity. SBC generated free cash
flow of $1,935, $2,452 and $2,952 in 1996, 1995 and 1994.

During 1996 PAC issued $1,000 of TOPrS, $500 at 7.56% in January 1996 and $500 at 8.5% in June
1996 (see Note 7 to the financial statements). The proceeds were used to retire outstanding short-term
debt, primarily commercial paper which had increased significantly during 1995.

During 1996 and 1995, the Telephone Companies refinanced long-term debt with an aggregate principal
amount of $964.

Total Capital

SBC's total capital consists of debt (long-term debt and debt maturing within one year), TOPrS and
shareowners' equity. Total capital increased $1,844 in 1996 and decreased $4,006 in 1995. The increase in
1996 was due to PAC's increased financing requirements and the reinvestment of earnings, partially offset by
the acquisition of treasury shares. The decrease in 1995 was due to the effects of the discontinuance of
regulatory accounting. Absent this extraordinary charge, total capital increased by $2,016 in 1995 due
primarily to the reinvestment of earnings and increased commercial paper borrowings, partially offset by
foreign currency translation adjustments resulting from the decline in the value of the Mexican peso.

Debt Ratio

sac's debt ratio was 55.5%, 61.7% and 48.6% at December 31,1996,1995 and 1994. The debt ratio is
affected by the same factors that affect total capital. For 1995, the decrease in equity caused by the
discontinuance of regulatory accounting increased the debt ratio by 13.2 percentage points.

Share Repurchases

See Note 12 to the financial statements.

Employee Stock Ownership Plans

See Note 10 to the financial statements.



Report of Independent Auditors

The Board of Directors and Sbareowners
SBC Communications Inc.

We have audited the accompanying supplemental consolidated balance sheets of SBC Communications
Inc. (fanned as a result of the consolidation of SBC Communications Inc. (SBq and Pacific Telesis
Group (pAC)) as of December 31,1996 and 1995, and the related supplemental consolidated statements
of income, sbareowners' equity and cash flows for each of the three years in the period ended December
31,1996. The supplemental consolidated financial statements give retroactive effect to the merger of
SBC and PAC on April 1, 1997, which has been accounted for using the pooling of interests method as
described in the notes to the supplemental consolidated financial statements. These supplemental
consolidated financial statements are the responsibility of SBC's management. Our responsibility is to
express an opinion on these supplemental consolidated financial statements based on OUt audits. We did
not audit the financial statements of PAC which statements reflect total assets constituting 42% for 1996
and 43% for 1995 of the related supplemental consolidated financial statement totals, and which reflect
total operating revenues constituting approximately 41%,42% and 44% of the related supplemental
consolidated financial statement totals for the years ended December 31,1996,1995 and 1994. Those
statements were audited by other auditors whose report has been furnished to us, and OUt opinion, insofar
as it relates to data included for PAC, is based solely on the report of the other auditors.

We conducted OUt audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits and the report of other auditors
provide a reasonable basis for our opinion.

In our opinion, based on our audits and the report of other auditors, the supplemental consolidated
financial statements referred to above present fairly, in all material respects, the consolidated financial
position of SBC Communications Inc. at December 31, 1996 and 1995, and the consolidated results of its
operations and its cash flows for each of the three years in the period ended December 31, 1996, after
giving retroactive effect to the merger of PAC, as described in Note 3 to the supplemental consolidated
financial statements, in conformity with generally accepted accounting principles.

As discussed in Note 3, the supplemental consolidated financial statements include the effects of changes
applied retroactively to confonn accounting methodologies between PAC and SBC. As discussed in
Note 1 to the supplemental consolidated financial statements, Pacific Bell, a subsidiary of PAC, changed
its method of recognizing directory publishing revenues and related expenses effective January 1, 1996.
As discussed in Note 2 to the supplemental consolidated financial statements, SBC discontinued its
application of Statement of Financial Accounting Standards No. 71, "Accounting for the Effects of
Certain Types of Regulation" in 1995.

ERNST & YOUNG LLP

San Antonio, Texas
February 14,1997,
except for Note 3, as to which the date is
April!, 1997


